In this paper we analyze interrelations between ownership structures, corporate governance and investment in three transition countries: Russia, Ukraine and Kyrgyzstan. In contrast to most empirical papers on corporate governance, we study companies with very little exposure to public financial markets. Our empirical analysis is based on two years of data obtained through large-scale surveys of firms. Ukrainian companies appear to have the best corporate governance practices, while Russian companies -the worst. We find that the relationship between ownership concentration and corporate governance is non-linear. In Russia, the relationship between the share of the largest non-state shareholder and corporate governance is either positive or insignificant when the blockholder's stake is below a certain threshold; however, a further increase in the blockholder' share is associated with worsening corporate governance. We find a similar effect in Ukraine, but only for managerial ownership. In both countries, corporate governance improves as the combined share of small shareholders grows. No robust effects of the ownership structure are found for Kyrgyz firms. Further we show that the market for corporate control seems to have little relationship to the firms' corporate governance practices. We find no link between the quality of corporate governance and either the need for outside finance or actual investments financed with outside funds in either of the three countries.
INTRODUCTION
It is well recognized by now that good corporate governance creates value. Studies by Gompers et al (2003) , Durnev and Kim (2005) , Black et al (2005) , Black et al (2006a) , Klapper and Love (2004) and several other papers show that in various countries better corporate governance is associated with a higher firm's market value. Ultimately, sound corporate governance practices help channeling private sector funds into profitable projects and, thus, contribute to the economic development of a country (Claessens (2006) ). While many of the economies of the former Soviet republics have been growing relatively fast over the last years, they still have a long way to go to catch up with the OECD countries. One of the likely impediments to growth in these countries is poor corporate governance. Therefore, it is important to understand where the incentives of managers and controlling owners to adhere to high corporate governance standards can come from and what should be done to improve these incentives.
Theoretically, one of the main incentives to establish good corporate governance practices is the need for outside finance. Corporate governance helps establish commitment mechanisms that ensure adequate return for outside investors (Shleifer and Vishny 1997) and, hence, lowers the cost of outside finance for a firm. Chen et al (2004) and Skaife et al (2004) provide evidence that better governance reduces the cost of equity capital. Sengupta (1998) and Bhojraj and Sengupta (2003) find that better corporate governance is associated with a lower cost of debt capital.
Most theorists and practitioners agree that improving the quality of corporate governance and increasing transparency would help firms in CIS countries to attract outside finance and would eventually accelerate the development of CIS economies. Unsurprisingly, corporate governance has recently become one of the widely debated issues in Russia and other CIS countries. However, there has been no solid empirical evidence that firms with better corporate governance in transition countries are indeed more successful in attracting outside finance.
Firms in transition economies are characterized by high degree of ownership concentration. Empirical studies suggest that ownership concentration is related to firms' corporate governance, financing and investment policies. In a sample of firms from 27 mostly developing and transition economies, Durnev and Kim (2005) find a positive association between ownership concentration and corporate governance. Guriev et al (2003) find a similar effect for Russia. Filatotchev et al. (2001) show on a sample of Russian firms that ownership concentration is negatively related to investment. Filatotchev et al. (2007) demonstrate for a sample of Hungarian and Polish firms a hump-shaped relationship between ownership concentration and the management's expectations of relying on public equity finance.
In this paper we study the relationship between firms' ownership structures, outside investment and the quality of corporate governance in three countries: Russia, Ukraine and Kyrgyzstan. While these countries feature a number of similarities in terms of institutional environment, economic and financial market development, and ownership structures of companies, there are also important differences in the structure of economy, initial conditions and in the speed and design of reforms during transition period.
With notable exceptions
5 , there is a lack of empirical research on corporate governance in these countries. Our first goal is to assess the quality of corporate governance in the three countries, examine its dynamics and do cross country comparisons of corporate governance practices. Our second goal is to establish firmspecific determinants of corporate governance, with a special attention to the effects of the ownership structure and the need for outside funds. Our third goal is to estimate whether corporate governance has an impact on the actual investment financed with outside funds (what we will call outside investment in the paper).
Most of the international research on corporate governance has focused on large publicly traded firms with readily available data on market values. Relative openness of listed firms allows obtaining financial and ownership data that are more reliable than those of non-listed companies. In contrast to this literature, our paper focuses mainly on the non-listed firms. In transition economies, ownership structures of such firms are often obscure, financial data are unreliable and information on corporate governance practices is publicly unavailable. Therefore, we have collected our data through surveys and interviews of top managers 6 . The data was collected through mail surveys among Russian and Ukrainian enterprises and face-to-face interviews in Kyrgyzstan in years 2005 and 2006 . As a result, we obtained two years of data on ownership, investment and corporate governance practices in the sample firms.
We find that firms in all three countries are characterized by high ownership concentration in the hands of managers and large outside shareholders. Outside blockholders seem more powerful in Russia and Ukraine, while managers are more powerful in Kyrgyzstan. Controlling for the firm size, we found that Ukrainian companies have the best corporate governance practices, while Russian companiesthe worst. We did not find any significant changes in either corporate governance practices or ownership structures over the year between the two rounds of the surveys.
Our second main result is that corporate governance is related to firms' ownership structures in Russia and Ukraine, but not in Kyrgyzstan. The form of this relationship is non-monotonic and qualitatively different in Russia and Ukraine. In Russia, the relationship between the share of the largest non-state shareholder and the quality of the corporate governance is either positive or insignificant when the blockholder's stake is below a certain threshold; however, a further increase in the blockholder' share is associated with worsening corporate governance. We find a similar effect in Ukraine, but only for managerial ownership: corporate governance improves until the managers' stake reaches roughly 50%, and then falls. In both countries, corporate governance improves as the combined share of small shareholders grows. No robust effects of the ownership structure are found for Kyrgyz firms.
The link between ownership and corporate governance is not well understood by economists. On the one hand, higher ownership concentration creates incentives for the principal owner to increase firm value, which may induce him to practice good governance. On the other hand, greater accumulation of control allows the controlling shareholder ignore the rights of minority shareholders and eliminates pressures of the market for corporate control. Another possible reason why higher ownership concentration may lead to worse corporate governance is that the two may be substitutes: a large stake of a controlling shareholder signals his commitment to the 5 Black et al (2005) , Guriev et al (2003) , IFC(2005) 6 The data was collected in the framework of INTAS research project. The project was undertaken by a group of experts from several research centers: CEFIR (Moscow), CASE-Poland, CASE-Kyrgyzstan, IET (Moscow) and STCSR (Kiev).
shareholder value maximization, implying less need for corporate governance mechanisms. The combination of these (and possibly other) factors may potentially lead to a non-monotonic link between ownership concentration and corporate governance. A separate problem is that ownership structure may be endogenous and may itself depend on the firm's corporate governance.
The differences in the relationship between ownership structure and corporate governance that we find across the three countries are probably related to the differences in the legal framework and institutional environment in these countries (Pistor et al. 2000) and are a subject of further research.
One of the reasons, why managers and major shareholders may practice good corporate governance is a discipline imposed by the market for corporate control. In our surveys we collected data on takeovers, takeover attempts and threats in Russia and Kyrgyzstan (restrictions on the questionnaire size did not allow us to collect this information for Ukraine). We did not find any robust evidence that hostile takeovers have a discipline effect in the two countries: neither improvements in corporate governance lead to fewer takeover threats, nor takeover threats lead to subsequent improvements in corporate governance.
The absence of a relationship between the market for corporate control and corporate governance may be explained by high ownership concentration, underdeveloped capital markets and weak legal environment. Controlling shareholders having stakes above 50% are effectively immune to a hostile acquisition through stock purchases, which reduces incentives to treat minority shareholders well. Moreover, underdeveloped capital markets make financing acquisitions more difficult. Finally, weak legal environment gave rise to a variety of "grey" and "black" takeover schemes, based on illegal or pseudo-legal means. Good corporate governance may be of little help to prevent such takeovers.
Our third main result is that, contrary to many existing studies, corporate governance seems to be unrelated to investment in any of the three countries.
8 Neither need for external funds leads to improvements in corporate governance nor better corporate governance results in more externally financed investment. The absence of a link between corporate governance and outside investment can be explained by underdeveloped public capital markets and weak legal enforcement. The latter undermines the credibility of corporate governance mechanisms and also makes transparent firms vulnerable to expropriation by private raiders and the state. As a result, good corporate governance practices both fail to lower the cost of outside funds and may create additional costs related to the insecurity of property rights. Thus, for most firms, it does not pay to practice good corporate governance even if they have a need for outside investment.
The rest of the paper is organized as follows. The next section describes the methodology of our surveys and structure of samples obtained. Section 3 briefly looks at the managers' perception of the goals of corporate governance. In Section 4 we provide a descriptive analysis of corporate governance practices in the three countries. Finally, Section 5 presents a regression analysis of the determinants of the corporate governance and the link between governance and outside investments.
DATA
8 A number of empirical studies find a positive effect of investment opportunities and need for outside finance on corporate governance: see e.g. Durnev and Kim (2005) , Black et al (2006b) 
Methodology of data collection
The data on ownership, corporate governance practices and investment was collected through mail surveys in Russia and Ukraine and face-to-face interviews in Kyrgyzstan in two rounds in years 2005 and 2006. We also used official statistics to obtain data on employment, industry and region.
Reliance on surveys rather than official statistics is predetermined by limitations on the availability of data due to the countries' economic and institutional environment as well as by the nature of our sample, consisting largely of closely-held companies. Non-transparency of ownership structures and the widespread use of nominal owners render official ownership data uninformative. Financial data, especially those based on local accounting standards are generally unreliable, while the information on corporate governance practices is often impossible to obtain but by asking managers of a company directly.
The cost of using survey data is a risk of biased responses or absence of responses to sensitive questions. However, first of all, all survey respondents were guaranteed confidentiality of the information provided by them. Secondly, in Russia and Ukraine, the same panel of firms was regularly surveyed on various issues for more than ten years. That allowed establishing confidential relations between firms and the institutions conducting the surveys over these years.
In Russia the surveys were conducted by the Business Surveys Laboratory of the Institute for the Economy in Transition (IET). IET has developed and maintained a panel of top managers of about 1200 industrial enterprises as part of monthly business surveys, which have been conducted since 1992 with the methodological support of the European Commission, Eurostat and OECD. The panel covers all regions and sectors of Russian industrial sector. The panel includes mainly medium and large enterprises. The majority of respondents to regular business surveys are high level managers. The rate of response to surveys has been about 800-900 firms (65-70%), which is exceptionally high for enterprise surveys in Russia and is due to established long-term connections with firms. Based on this panel, in 2002 and 2003, IET and CEFIR conducted the surveys on the demand for modern standards of corporate governance (see Guriev et al. 2003) . The methodology developed for that study served as a basis for developing the methodology for our paper.
In Ukraine the surveys were conducted by The Scientific Technical Complex of Statistical Research (STCSR). STCSR has conducted regular business surveys since 1996 using European harmonized methodology. The surveys of industrial, construction, transport, agricultural, and other enterprises are conducted. The surveys are conducted on quarterly basis, using a consistent panel of respondents constructed separately for different sectors of economy. The industrial enterprises panel consists of 1800 enterprises and includes virtually all the large industrial firms and most of the medium-sized firms. The response rate has been usually 85-90%, which is even higher than in Russia.
In Kyrgyzstan the surveys were conducted by the Center for Social and Economic Research -Kyrgyzstan (CASE-Kyrgyzstan). Due to the absence of a panel of firms, such as those maintained in Russia and Ukraine, in Kyrgyzstan the surveys were carried out using a different methodology. Kyrgyzstan is a small country with a small economy. The total number of industrial enterprises is about 450, out of which about 300 are privatized companies (the rest are state-owned enterprises and de novo firms). Thus, the Kyrgyz sample includes all sectors of industry in all 8 regions of the country. Given the relatively small number of firms, it was possible to conduct the survey via face-to-face interviews with the help of a survey firm with an excellent track record in this field.
Sample description
Our sample is based on two rounds of surveys and interviews, conducted in 2005 and 2006 in Kyrgyzstan, Russia and Ukraine according to the methodology described above. In each round we received responses from around 1100-1200 Ukrainian, 1000 Russian and 300 Kyrgyz companies. Roughly 75%-90% of the first round respondents participated in the second round as well.
Figures 1a and 1b in the appendix give an idea of the size distribution of companies in the sample. Most of the companies are medium or large size enterprises, but not very large. Though Russian firms are somewhat bigger than Ukrainian ones and substantially bigger than Kyrgyz ones, this difference should be attributed to the natural difference in the size of companies in the countries' industries. Thus, the samples are equally representative. Table 1 gives further information on the types of firms in the sample. Less than 15% of enterprises in each country's sample are listed. This distinguishes our study from most of the corporate governance empirical literature which focuses on listed firms. A majority of the firms are open joint-stock companies (OAO) 9 . Most firms are not parts of business groups, although in Russia almost third of surveyed firms are members of business groups. We control for the form of incorporation and group membership in our empirical analysis as these variables are likely to affect corporate governance practices.
Tables 2a and 2b display the average ownership structure in the three countries. All countries exhibit substantial concentration of ownership in firms. Average stake of the largest blockholder in a firm (it can be manager, outsider or state) is above 50% in all three countries; highest ownership concentration is observed in Kyrgyzstan. Outside blockholders seem to be more powerful in Russia and Ukraine, while manager-owners are more powerful in Kyrgyzstan. This can be explained by the difference in the sizes of firms, and Figures 2a-2c provide support for that. In all three countries the management's share falls with firm size, while the largest outsider's share either rises with firm size (in Russia and Ukraine) or exhibits no clear trend (in Kyrgyzstan). Small shareholders jointly have on average less than 25% of shares in all three countries.
Another observation from Table 2a is that average ownership structures seem rather stable: they have not changed much over the year between the rounds of the survey in any country. Previous studies have shown that ownership concentration in Russia has been steadily growing since the mass privatization in early 90s (Biletskiy et al (2001) , Dolgopyatova (2003) , IFC(2005) ). It is possible that the average ownership structure has stabilized over recent years.
COMPANIES' PERCEPTION OF GOALS AND PROBLEMS OF CORPORATE GOVERNANCE
Before moving to the analysis of the corporate governance practices, it is useful to get an idea of what managers themselves think about the goals and the problems of corporate governance. Tables 3 and 4 summarize managers' responses to these questions.
Regarding the goals, we should keep in mind that the question the respondents were asked was about the goals that corporate governance actually serves achieving in their companies, not about any hypothetical goals or goals that corporate governance should serve ideally. "Raising the effectiveness of the decision-making process" is the most frequently mentioned goal of corporate governance in all three countries. On the contrary, "facilitating access to capital markets" and "prevention and (or) resolution of corporate conflicts" -the reasons that the theory predicts to be crucial -are at the bottom of the list. Another frequently mentioned goal of corporate governance is "raising the company's reputation". However, reputation itself is useless unless it is capitalized in e.g. better terms of raising outside finance or more trustworthy relationships with business counterparties or employees. Since access to capital markets is not considered a goal of corporate governance in most companies, the latter interpretation of the role of reputation seems more plausible.
The discrepancy between the theoretical view and the managers' perceptions may be explained in two ways. First, managers may have a different from corporate governance scholars idea of what corporate governance is. Second, in a weak institutional and economic environment, corporate governance may indeed be of low importance for access to capital markets and resolution of corporate conflicts in most firms.
10 Our empirical analysis in section 5 supports the latter conjecture as we find almost no link between corporate governance and outside investment.
Another interesting observation from Table 3 is a high frequency of mentioning compliance with the law among the goals of corporate governance. This implies that many managers see no gains from raising the corporate governance standards above the level required by the law.
Closely related to the question about goals is the question about problems of corporate governance (Table 4) . Here the respondents tend to indicate country-wide problems. Inadequacy of legislation is considered the main problem by respondents in all countries, but its importance is especially high in Ukraine. Weak minority shareholder protection is also very important in all countries, while poor quality of judicial system is considerably important only in Russia and Kyrgyzstan. These results give an idea on which aspects of the legal system reforms in each country should focus.
CORPORATE GOVERNANCE PRACTICES IN FIRMS
To assess the quality of corporate governance in companies we asked various questions about corporate governance, concerning shareholder rights, board composition, transparency and disclosure. Table 5 contains the most important corporate governance questions and summarizes the results for the two years of the survey.
A quick look at the table gives an impression that Ukraine has the best corporate governance practices, while Kyrgyzstan -the worst. However, if we control for the firm size, Russia becomes the worst, as we will see later. Per unit costs of corporate governance are likely to be lower at larger companies, hence the larger the size, the higher the probability that the company has adopted good corporate governance practices.
Apart from the firm characteristics the observed differences in corporate governance practices may be caused by the different requirement of corporate law in three countries. Table 6 provides some information about the norms of corporate law in the three countries with respect to the issues listed in Table 5 . Interactions between these legal requirements and firms' characteristics, such as the ownership structure, may produce the observed differences in corporate governance practices. For example, Russian corporate law is more favorable to minority shareholders than Kyrgyz law as it requires cumulative voting for board members, which gives more power to minority shareholders. However, much fewer firms in Russia have minority shareholders' representatives on the board, in spite of the fact that a higher share of firms has minority owners in Russian sample (about 80%, same in Ukraine) than in Kyrgyz sample (about 70%). A higher average combined stake of small shareholders in Kyrgyz firms compared to Russian firms may be a part of the explanation. Different levels of law enforcement and compliance with the law may also contribute to the observed differences.
Another conclusion arising from Table 5 is that corporate governance practices did not change much from 2005 to 2006. This is likely to be related to the fact that the average ownership structure in the three countries did not change over this period, and, as we will show in section 5, ownership structure is one of the main determinants of corporate governance.
In order to develop a single measure of the quality of corporate governance, we constructed a scalar index of corporate governance, adopting the approach of Guriev et al (2003) . Our main index aggregates answers to the six questions, highlighted in bold in Table 5 . The choice of these particular questions was due to our desire to achieve a good balance between aggregating as much information about various aspects of corporate governance as possible and keeping the number of observations large enough, as there are some missing values in the answers. We tried adding more questions as well as different combinations of questions, but such modifications significantly reduce the number of observations.
To construct the main index we assigned value 1 to an answer if it was "yes", and 0 if it was "no". Firms with a missing answer to any of the six questions were excluded. We used two different ways of aggregating answers: simple sum and the first principle component. By CGI we denote the index based on a simple sum of answers, while CGI_pc1 is the first principle component. The two indices are not very different in fact -the correlation between them ranges from 0.94 and 0.98 depending on the country and the year. We report our results only for CGI, though we also use CGI_pc1 to check for the robustness of the results -they remain essentially the same.
As Figure 3 shows, all three countries exhibit a rather large variation in corporate governance practices that the firms follow. The mean value of CGI is highest for Ukraine and lowest for Russia; the difference in the mean values between Russia and the other two countries is statistically significant while the difference between Kyrgyzstan and Ukraine is not. At the same time the median index value is the same for Russia and Kyrgyzstan (3 points) and higher for Ukraine (4 points). It means that in Russian sample there a smaller percentage firms have very good governance score, which is obvious from the graph.
As we mentioned before, it is important to adjust these differences for firm size. Figure 4 demonstrates that in all three countries, larger firms are more likely to adopt the norms of good governance. Interestingly, for the very large firms (more than 5000 employees) country matters less: their corporate governance practices are similar irrespective of the country (here we can only compare Russia and Ukraine as Kyrgyzstan does not have really large companies).
In addition to the aggregate index of corporate governance, we also use two other indices in our regression analysis: shareholder rights index (SRI) and transparency and disclosure index (TDI). The first index is essentially a sub-index of CGI, taking into account only answers to the questions about the shareholder department, supplying agenda of the general shareholder meeting, independent registrar and the representatives of minority shareholders on the board, as those questions that reflect the strength of shareholder rights in a company. The second index aggregates answers to the question about international accounting standards and three additional questions: whether a company's annual reports are audited by an independent auditor, whether a company discloses annual financial reports, and whether a company discloses all its beneficial owners. The answers to these questions bear the basic information about transparency and the disclosure practices of a company. While SRI is highly correlated with CGI (the correlation coefficient ranges from 0.83 to 0.93 depending on the country and the year), TDI is much less correlated with CGI (the correlation coefficient ranges from 0.28 to 0.7).
REGRESSION ANALYSIS

Determinants of corporate governance.
To analyze the determinants of corporate governance we run a series of regressions in which we regress our corporate governance indices on a number of variables, including size, legal form, ownership structure, outside investment needs, industry, etc. We focus on running separate regressions for each country. The reason we prefer not to pool all three countries is that the relationships between firm-specific variables and corporate governance may differ qualitatively among them, and one of our goals was indeed to capture such differences. Nevertheless, For Russia and Ukraine we ran regressions on the pooled sample with a country dummy (we did not include Kyrgyz firms in the pool as they are substantially smaller in size). As expected, the pooled regressions showed that, controlling for firm-and industryspecific variables, Ukrainian firms have better corporate governance than their Russian counterparts, with a Ukrainian dummy positive and significant at 1% level (not reported).
First, for each country, we run simple OLS regressions on each year of data. The dependent variable is CGI. We also present the results for SRI and TDI indices. Tables  7a-7c Importantly, there arises an endogeneity problem when we try to estimate the effects of firm characteristics on its corporate governance practices. In particular, there is likely to be a reverse causality in the relationship between corporate governance and ownership structure: corporate governance may affect changes in ownership. In attempt to at least partially deal with this problem we also run regressions of corporate governance in 2006 on firm characteristics in 2005. Tables 8a-8c present the results with lagged regressors.
The regressions' results confirm the positive effect of size in all three countries, discussed earlier. Open joint-stock companies (OAO) practice better corporate governance than other business forms (mainly closed joint-stock companies). Listing is also associated with better governance practices, though this effect is mostly insignificant in Ukraine and Russia. Most likely, listing can only matter when a company gets listed either in the highest tiers of local stock exchanges or abroad: even if we have such companies in our sample they are likely to be very few. Business group membership is insignificant in all three countries.
Our special interest is devoted to the relationship between corporate governance and outside investment (i.e. investment financed with outside funds). Theoretically, greater need for outside funds should make firms improve their corporate governance practices in order to attract outside investors This result has been also obtained empirically in a number of papers (e.g. Durnev and Kim (2005), Black et al (2006b)). At the same time, better corporate governance reduces the cost of outside funds and, hence, should result in more externally-financed investment. We test for the latter in the next subsection. Here we examine whether a need for outside finance is associated with better corporate governance.
We have two proxies for the need for outside finance. First, funds_need is a direct answer to the question whether a firm has plans to attract outside finance in the next 3 years. It equals 1 if the answer is yes, and 0 if the answer is no. Second, we use the loan_need variable. It equals 1 if the respondent said the firm was ready to raise a long-term bank loan at the interest rate of 3% or higher and 0 if there was no need for a bank loan.
Need for outside finance, as proxied by loan_need, turned out to be statistically insignificant in all countries except in a few specifications in Russia. When we use funds_need, the results remain qualitatively the same. Hence, it appears that the need for outside finance does not induce firms to practice better corporate governance in either country. We postpone the discussion of this result to the next section.
The most interesting results concern the effects of the ownership structure on corporate governance. A greater aggregate share of small (each owning less than 5% of a firm) shareholders is associated with better corporate governance in Russia and Ukraine, but its effect is insignificant in Kyrgyzstan. The same positive effect was obtained by Guriev et al (2003) for Russia.
The largest non-government shareholder's share seems to have a non-linear effect in Russia and Ukraine, though its effect is mostly insignificant in the latter country. Initially, ownership concentration in the hands of the largest private shareholder improves corporate governance. However, after it reaches 40-45%, its further increase is associated with a fall in the corporate governance quality. In Kyrgyzstan, we did not find any statistically significant link between the share of the largest private owner and corporate governance.
How does the government's ownership affect corporate governance? We found a hump-shaped association between the government's share and corporate governance in Russia, though this effect disappears once we use lagged regressors. The share after which corporate governance starts deteriorating is around 30%. In Ukraine, government ownership seems to have no effect, while in Kyrgyzstan it only has an effect on transparency and disclosure. The latter effect has a U-shape (rather than a hump-shape), with the point of minimum around 50-80%. Different types of large private shareholders can have a different effect on corporate governance. To capture these possible differences, we additionally run the same set of regressions, but treating the managers' share and the largest outside shareholder's share separately.
We found no link between the managers' share and corporate governance in Russia. In Ukraine the effect of the managers' ownership is similar to the effect of the largest private owner's share that we obtained without distinguishing between managers and outside blockholders, i.e. hump-shaped with the point of maximum around 50%. In Kyrgyzstan, in contrast, relationship between managerial ownership and corporate governance is U-shaped (rather than hump-shaped). However, this effect disappears once we use lagged regressors (Table 8c) .
The largest outsider's share is generally negatively associated with corporate governance in Russia, though the effect seems non-linear concave. It becomes insignificant when we use lagged regressors. In contrast, Ukrainian firms exhibit no statistically significant relationship between the largest outsider's share and corporate governance. We found some evidence of a negative concave effect of the largest outsider's share on corporate governance in Kyrgyzstan, though the effect disappears when we use lagged regressors (Table 8c) .
Let us summarize the results on the links between the ownership structure and corporate governance. In Russia, private blockholders seem to have the main impact on corporate governance. The effect is non-linear concave: the best corporate governance is observed when blockholder accumulates almost controlling stake and it deteriorates with further ownership concentration. In Ukrainian firms, the effect differs between the two types of private blockholders: outside blockholders do not seem to matter, while the managerial ownership has a hump-shaped effect on corporate governance, with corporate governance improving until the share reaches 50% and deteriorating afterwards. In Kyrgyzstan, the effects of the two types of the largest private owners seem weak. Greater aggregate share of small shareholders is associated with better corporate governance practices in Russia and Ukraine.
The link between ownership and corporate governance is not well understood by economists. On the one hand, higher ownership concentration creates incentives for the principal owner increase firm value, which may induce him to practice good governance. On the other hand, greater accumulation of control allows ignoring the rights of minority shareholders. Another possible reason why higher ownership concentration may lead to worse corporate governance is that the two may be substitutes: a large enough stake of a controlling shareholder signals his commitment to the shareholder value maximization, implying less need for formal corporate governance mechanisms. The combination of these (and possibly other) factors may potentially lead to a non-monotonic link between ownership concentration and corporate governance.
At the same time, it is difficult to say why the relationship between ownership and corporate governance is so different across the countries. The differences may be related to the differences in the legal framework and institutional environment in these countries; analyzing effects of these factors is a subject for future research.
To further address the endogoeneity problem, we regress changes in corporate governance on changes in ownership and need for outside funds. Tables 9a-9c show the results of the regressions for all three countries. We obtain very few statistically significant results here. The problem here is that the variation in the data is very small as corporate governance and ownership as well as other firm characteristics have changed very little during the year. In Russia, an increase in the largest outsider's share is associated with a decrease in the quality of corporate governance in some specifications. This is consistent with the already mentioned negative impact of large outside blockholders in Russia. The need for loan is insignificant everywhere, except the positive effect on TDI in Kyrgyzstan. The results do not change qualitatively if we use funds_need instead.
Effect of corporate governance on investment
In the previous subsection we did not find any link between the need for outside funds and corporate governance. In this subsection we test whether better corporate governance leads to more actual outside investment. The common argument why it should be the case is that good corporate governance lowers the cost of outside funds for a firm.
To construct our investment variable we use the answer to the question about actual last year investment sources, asked in 2006. Hence, answers to this question refer to 2005. Variable invest_sources takes value 0 if the firm did not do any investments last year, 1 if the investments were made only from the internal funds, and 2 if outside funds were attracted for investments. Table 10 provides statistics on the investment strategies of firms in the three countries. Lowest investment rates are observed in Kyrgyzstan. Among investing firms the majority of firms invest only from internal sources. Almost a third of companies in Russia attract some outside investment (mostly bank loans), the quarter of firms do so in Ukraine and only 14% -in Kyrgyzstan.
We regress the investment variable on corporate governance measures, controlling for ownership, and other variables measured in 2005. The results of the multinomial logit regressions are presented in Tables 10a-10c in the appendix. The coefficients at various corporate governance measures turned out to be insignificant for all three countries 11 . Unsurprisingly, the need for outside funds (loan_need) positively affects the probability of outside investment: the effect is particularly statistically significant in Russia and Ukraine. The ownership variables turned out insignificant in Ukraine and Kyrgyzstan, but not in Russia. In Russia, government ownership has a statistically significant U-shaped effect on outside investment, with the point of minimum around 50%. Given that very few companies in the sample have government shares above 50%, the effect is negative in our sample, albeit non-linear. Another interesting observation is that the combined share of all small (<5%) shareholders is negatively associated with outside investment in Russia.
The effect of corporate governance on outside investment could be blurred due to the fact that our sample contains a lot of firms that did not actually have plans to attract outside finance. For such firms we should not observe any link between corporate governance and outside investment simply because they do not need outside investment. To circumvent this problem, we run the above regressions only for the firms that had plans to attract outside investment in 2005. All corporate governance 11 It is not obvious how one should model investment decisions of firms. Multinomial logit is one possibility. Another possibility is the Heckman selection model which implies that a firm first decides whether to invest and then chooses investment sources. One can also ignore the selection problem (in particular for Russia where the share of non-investing firms is small) and estimate binomial probit for the probability to use outside investments. We have estimated all these models and the results were robust across specifications: the effect of corporate governance on outside investment is insignificant in all three countries. We have also estimated the regressions only for open joint stock companies but the results didn't change.
indicators remained statistically insignificant, except the marginally significant positive coefficient at transparency and disclosure variable in Russia (not reported).
It might be the case that the relationship between corporate governance and investment is more pronounced for listed firms, as they are presumably more exposed to capital markets. However, restricting ourselves to only listed firms leaves us with very few observations for each country.
Finally, we checked whether better corporate governance is associated with the lower cost of capital by regressing the maximum rate at which a firm agrees to borrow from a bank on corporate governance indicators. We did not find any statistically significant effect (not reported).
To summarize the results on the link between corporate governance and investment, in contrast to what the theory would predict and a number of empirical paper find, we did not establish any link between corporate governance and either need for outside finance or actual outside investment in our samples. We put forward two explanations for such result: poor development of financial markets and weak legal environment, especially weak legal enforcement.
The former directly impedes raising funds by making the cost of outside finance high even for firms with good corporate governance. The latter undermines the credibility of corporate governance mechanisms and also makes transparent firms vulnerable to expropriation by private raiders and the state. Thus, for most firms, it does not pay to practice good corporate governance even if they have a need for outside finance. Our explanation is consistent with the recent empirical findings of Doidge et al (2007) , who established that country characteristics, such legal institutions and the level of economic and financial development, affect firms' incentives for better governance.
Corporate governance and the market for corporate control
Hostile takeovers may lead to changes in corporate governance in two ways. First, there are direct ex-post effects of a change in control: new owners may change corporate governance practices in the firm (though it is not a priory clear in which direction). Second, there is an ex-ante effect of a threat of a takeover on the current management's/controlling shareholder' incentives to practice good corporate governance. This ex-ante effect is also unclear a priory. On the one hand, a takeover threat may induce the incumbent to improve corporate governance, thereby raising the value of the company and making selling to a raider a less attractive alternative for current shareholders (Guriev et al (2004) ). On the other hand, a takeover threat may provoke a defensive tactics of decreasing transparency and concentrating control mechanisms in the hands of the principal owner/manager (Bebchuk (1999)).
We focus on the ex-ante effects of hostile takeovers. Though we asked firms to provide information on actually occurred hostile takeovers, there are two problems associated with these data. First, if the management of a firm was changed between the two rounds of the survey (which should normally happen in the case of a hostile takeover), the second round respondent is likely to differ from the first round one. So, he may have an incentive to present the takeover as a friendly one, or simply conceal the fact of the takeover (we have very few cases of reported hostile takeovers in our data). He may also be reluctant to report truthfully new corporate governance practices in the firm in case they are worse than the past ones. Second, even if the information is reported truthfully in both rounds of the survey, a takeover may imply a substantial overhaul of the company, which makes any short run comparisons of corporate governance practices meaningless.
We asked questions about current takeover threats, failed takeover attempts in the last two years and cases of greenmail in the last two years. The dummy variables are respectively threat, attempt and greenmail. They take value 1 if the answer to the corresponding question was "yes", and 0 if the answer was "no". Unfortunately, due to restrictions on the questionnaire size, we did not ask these questions in Ukraine, so the analysis of this section is confined to Kyrgyzstan and Russia.
We run two types of regressions. First, we check whether past takeover threats, attempts and greenmail cases lead to an improvement of corporate governance. Second, we check whether an improvement in corporate governance results in a lower likelihood of a takeover threat.
Tables 11a-11c and 12a-12c show the regression results. Overall we do not find an evidence of any relationship between the market for corporate control and corporate governance, except the positive statistically significant at 1% effect of greenmail on improvements in transparency and disclosure in Kyrgyzstan. The latter effect is consistent with the discipline hypothesis of the market for corporate control.
Due to a small number of observations, the results in Tables 12a-12c should be interpreted with caution. We think, however, that one result deserves attention: profitability in 2005 is negatively correlated with the change in takeover threats in Kyrgyzstan, and positively -in Russia. Both effects are statistically significant in most specifications. This difference together with the greenmail effect in Kyrgyzstan allows us to make a cautious conclusion that the market for corporate control may work rather differently in the two countries. Anecdotal evidence from Russia suggests that firms that raiders acquire are often not the badly governed ones but those that have attractive assets insufficiently protected against illegal or pseudo-legal takeover schemes. High profitability may indicate higher attractiveness of the assets and, hence, be correlated with takeover threats. While we know very little about hostile takeovers in Kyrgyzstan, the results suggest a different picture of the market for corporate control there. The finding that badly managed firms (i.e. with low profitability) are more likely to face threats, and that greenmail makes controlling owners improve corporate governance, indicates that the Kyrgyz market for corporate control provides some discipline and is targeted towards less efficient firms.
In general, however, we found almost no link between corporate governance in takeovers in the three countries. Absence of such link may be explained by high ownership concentration, underdeveloped capital markets and weak legal environment. Controlling shareholders having stakes above 50% are effectively immune to a hostile acquisition through stock purchases, which reduces incentives to treat minority shareholders well. Moreover, underdeveloped capital markets make financing acquisitions more difficult. Finally, weak legal environment gave rise to a variety of "grey" and "black" takeover schemes, based on illegal or pseudo-legal means. Good corporate governance may be of little help to prevent such takeovers.
CONCLUSION
In this work we have analyzed the interrelations between ownership structures, corporate governance and investment in three transition economies: Russia, Ukraine and Kyrgyzstan. Our analysis was devoted to companies that have little or no exposure to public financial markets. We have found that Ukrainian companies appear to have the best corporate governance practices, while Russian companies -the worst.
Ownership structure turned out to be an important determinant of corporate governance in Russia and Ukraine. At the same time, the effects of ownership concentration appeared to be non-linear and even non-monotonic. Contrary to what the theory predicts and a number of empirical papers have found, neither the need for outside finance nor the actual outside investment have any relationship to corporate governance in any of the three countries. Thus, ownership concentrations rather than the need for outside finance seem to affect corporate governance choices of firms. The market for corporate control was found to be ineffective in providing incentives for good governance.
Our results suggest that strengthening law enforcement and promoting the development of financial markets are crucial for unleashing the benefits of good corporate governance practices in the three countries. Note: CGI is computed on the basis of six questions highlighted in bold in Table 7 . For each firm, a value of 1 was assigned to an answer if it was "yes" and 0 if it was "no". The value of CGI for each firm was obtained by adding up the answers to all six questions. CGI takes values from 0 to 6. Only firms that have a board of directors were included in this graph. 1.455*** 1.470*** 1.494*** 1.515*** 1.284*** 1.310*** 1.322*** 1.347*** -0.177 -0.190 -0.176 -0.184 Empl >5000
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